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OFFICE OF THE SECRETARY OF THE TREASURY

WASHINGTON, D.C. 20220 - 83-5104.
October 18, 1983
UNCLASSIFIED
{(With Confidential Attachment)
MEMORANDUM FOR OVP - MR, PHILIFP HUGHES
STATE - MR. CHARLES HILL
DEFENSE - COL. JOHN STANFORD
AGRICULTURE - MR. RAYMOND LETT
COMMERCE - MRS. HELEN ROBBINS
OMB - MR. ALTON G. KEEL
25X1 CIA -
USTR - MR, DENNIS WHITFIELD
OPD - MR. LES DENEND
NSC - MR. ROBERT KIMMITT
CEA - MR, WILLIAM A. NISKANEN
OoCA - MR. THOMAS GIBSON

IG-1IEP Paper on Liberalization of the Japanese

Subject
Capital Market

Attached is a revised paper on possible steps to liberalize
the Japanese capital market. This paper is intended for circula-
tion to the SIG tomorrow afternoon. Please convey any comments
to Charles Dallara (566-5232) or Joanna Shelton (566-5222) by

11:00 a.m. Wednesday, October 19,
[Jw

David E. Pickford
Executive Secretary
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Note: The attached material does not include possible liberaliza-
tion measures in the field of direct investment. Such
measures will, however, be included in the final version
which is circulated for the consideration of the SIG.
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JAPANESE CAPITAL MARKET LIBERALIZATION
AND INTERNATIONALIZATION OF THE YEN

Since this Administration took office, Administration officials
have pressed the Japanese to open their capital markets to allow
greater foreign participation and increased internationalization
of the yen. Although the Japanese have taken a number of steps in
this direction, partly in response to U.S. pressure, many restrictions
remain, and fundamental steps toward liberalization have not been
forthcoming.

Recent concerns about the yen/dollar exchange rate and Japan's
growing trade surplus with the United States have exacerbated pro-
tectionist pressures in this country, and underscored the need for
bold and comprehensive action by the Government of Japan to liberalize
their capital markets and allow the yen to become more fully inter-
nationalized. Such developments would help ensure that the value
of the yen more fully reflected market forces,

Several measures aimed at liberalizing Japan's capital markets
are expected to be annocunced shortly by the GOJ as part of a broader
package of measures aimed at stimulating Japanese economic growth
and slowing the growth of Japan's trade and current account surpluses.
Those measures reportedly will include:

-= liberalization or elimination of restrictions on real
estate investment;

-- elimination of restrictions on foreign stock acquisition
of certain firms; and

-- announcement of Japanese Government agency bond issues
{dollar denominated) in the New York.

While measures of this nature would be steps in the right
direction, they would have little impact on the overall investment
climate in Japan and therefore must be supplemented by further,
more significant steps. Following are two lists of possible additional
steps which we could press the Japanese to take in order to accelerate
the liberalization of their capital markets and internationalization
of the yen. The first list contains those measures to which we might
attach high priority for immediate action. The second list contains
measures which are also important to the longer-term process of
capital market liberalization, but which do not appear to be as
important in terms of immediate action.

Some of the measures might, if taken in isclation, tend to
weaken the yen in the foreign exchange market in the short-tern
(e.g., the elimination of the queuing system for foreign borrowing
in Japan). Other measures, however, (including many of the “"immediate
priority actions"™) could tend to strengthen the yen in the short-term.
In addition, while some analysts may disagree, a strong case can
be made that if many of these steps were taken as a "package," and

CONFIDENTIAL
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that the GOJ was firmly committed to the opening of its capital
markets, such a package would make the yen a more attractive
currency.
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Immediate Priority Actions by Government of Japan
to Liberalize Japanese Capital Markets
and Internationalize the Yen

Reinforce growing market pressures for liberalization of controls
on government debt by following measures:

-- issue government debt at market-determined interest rates;

-- diversify the maturity structure of official debt instruments,
including increased reliance on short term T-bills;

-- encourage development of an active secondary market;

-- permit all banks (not just syndicate members) to trade in
Japanese Government securities.

BACKGROUND: GOJ debt concentrated in ten-year instruments;

issued at slightly below market rates only to syndicate of banks
and securities firms., (Citibank has applied to join and would be
the first foreign bank to belong.) Only syndicate members may
sell government debt to the public; foreigners permitted to
purchase government securities only upon resale by syndicate
members. Secondary market activity limited due to requirement
that underwriting syndicate hold debt 100 days before resale.
(More active secondary market could develop as ten-year debt
issued in 1975 nears maturity.) T-bills now issued on a limited
basis, primarily for cash management purposes, and must be redeemed
within fiscal year of issue.

GOJ not likely to accept nonsyndicate trading in government
securities, since it would undermine the current system of govern-
ment debt management. GOJ apparently considering diversifying
maturity structure of debt beginning in 1985.

Liberalize regulations on yen-denominated certificates of deposit:

-- Remove ceilings on total amount of CDs which can be issued
by each bank;

-- eliminate minimum denomination for individual CD;
-- allow CDs to be freely negotiable.

BACKGROUND: Despite recent increase of ceiling on total amount of
CDs which can be issued by each bank to 30% of yen assets for
foreign banks (75% of capital for domestic banks), ceilings
limit banks' ability to raise yen funds. Minimum denomination
roughly $2 million (yen 500 million); to be reduced to roughly
$1.3 million (yen 300 million) by the end of 1983. CDs cannot
be traded without permission of issuing bank. Raising ceiling
and making CDs freely negotiable would make market much more
liquid and hence attractive to foreign and domestic investors.
Lower denomination would provide greater investment opportunities
for small and medium sized investors.

CONFIDENTIAL
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Action by GOJ to make membership of the Tokyc Stock Exchange

economically feasible for foreign securities firms by reducing

the security deposit regquirement.

BACKGROUND: Although foreign firms have technically been permitted
for over a year to join the Tokyo Stock Exchange, the financial
commitment required (roughly $5 million in cash) makes membership
economically unfeasible for foreign firms. (No seats are avail-
able at present, but the GOJ would almost certainly “find" one

if a U.S. firm were interested.) The major "cost" is a security
deposit of roughly $4 million to ensure the firm can meet its
obligations. (The additional $1 million is the cost of the seat.)
U.S. firms, already subject to minimum capitalization requirements
in the United States, would thus have to bear a double burden.
Waiving this $4 million requirement would make membership finan-
cially feasible.

Extend 73% commission rebate on Japanese securities traded in Tokyo
to foreign securities firms with representative offices 1in Japan.

BACKGROUND: All non-members of the Tokyo Stock Exchange must

pay a commission for execution of trades on the exchange. Current
securities industry rules allow rebate of 73 percent of commission
only to foreign firms with branches in Japan. Extending rebate

to foreign firms with representative offices as well vitally
important; would enable them to compete more effectively with
Japanese firms in selling Japanese securities, especially in the
United States, thereby facilitating foreign investment in Japanese
securities,

Make official statement confirming that foreign firms are permitted

to lead manage foreign security/bond lssues in Japan.

BACKGROUND: All U.S. firms with branches in Japan are licensed

to do so, but tradition and their small size have prevented them
from being lead managers. (One U.S. firm in 1982 co-lead-managed
a yen issue in Japan by a U.S. corporation.)

Publicly reaffirm past statements that applications for branches

of foreign securities firms will be processed expeditiously.

BACKGROUND: Application process remains tedious {can take over a
year) despite government efforts to make it simpler (by such
means as setting up "information offices™ last year). Periodic
prodding by the U.S. Treasury still necessary to facilitate
application process,

Eliminate Japanese tax withholding on interest earnings by all
nonresidents. Short of total elimination, seek elimination of
tax withholding on Euro-yen bonds and securities.

CONFIDENTIAL
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BACKGROUND: Non-official nonresidents subject to 20 percent
withholding tax, except where bilateral tax treaty stipulates
otherwise (10% for U.S.). Foreign official interest earnings
exempt from withholding. Elimination of withholding would make
investment in yen assets more attractive to foreigners.

Take decisive steps to liberalize and encourage the development

of forward foreign exchange markets.

BACKGROUND: Use of the forward exchange markets currently limited
to underlying real transactions such as trade. Liberalization
and development of forward market could enhance willingness of
investors to purchase and hold yen.

Authorize establishment of off-shore banking facilities for

yen and foreign currencles, similar to the International Banking

Banking Facilities (1BFs) recently established in New YOrk.

BACKGROUND: Current Japanese policy implicitly prohibits
establishment of such facilities, although there has been no
official statement on the question. Governmental support for
establishment of such facilities could be an important step in
overall internationalization of the yen, affording foreign in-
vestors an opportunity to purchase, borrow and lend in yen free
of interest rate controls, reserve requirements, etc.

Public GOJ encouragement of increased denomination of Japanese
exports in yen.

BACKGROUND: Currently between thirty and forty percent of
Japan's exports are denominated in yen {(up sharply in recent
years) and only two to three percent of imports. Would
eliminate exchange risk for Japanese exporters and could
stimulate use of the yen in international trade and finance,
although it could face some resistance by importers (including
U.S.) reluctant to deal in yen.

USG indication to GOJ that USG would support borrowings by GOJ

agencies 1n New York or other overseas capital markets.

BACKGROUND: Initial GOJ agency borrowings likely to be announced
as part of October economic package. Although direct market
effect on yen/dollar rate likely to be minimal, could have
psychological effect on foreign exchange markets, strengthening
the yen.

GOJ action to accelerate interest rate liberalization on all
instruments, including bank deposits and postal savings deposits,

BACKGROUND: Ceilings exist on bank savings and postal savings
accounts, although most short-term lending rates are market
determined. Most long-term rates are administered. Removal of
interest rate ceilings could make yen deposits/investments more
attractive for both Japanese and foreign investors.

CONFIDENTIAL
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Permit foreign lawyers and other professionals to practice

in Japan.

BACKGROUND: While this is not a "capital market liberaliza-
tion measure" per se, it could significantly facilitate foreign
investment in Japan. Current regulations effectively prevent
foreign lawyers from practicing in Japan. Changes in these
regulations could make it easier for foreign investors and
businesses to do business in Japan, thus helping draw capital
into Japan. This issue has been pursued by USTR with GOJ's
Justice Department; while MOF does not have primary responsi-
bility, it could encourage the Justice Department to liberalize
regulations in this area.

CONFIDENTIAL

Approved For Release 2008/12/08 : CIA-RDP85-01156R000200230007-4



Approved For Release 2008/12/08 : CIA-RDP85-01156R000200230007-4

1-

CONFIDENTIAL
-6-

Longer-Term Priority Actions by Government of Japan
to Liberalize Japanese Capital Markets
and Internationalize the Yen

Eliminate aggregate limits on banks' overseas lending in yen

and foreign currencies,

BACKGROUND: MOF "guidance" for April-September, 1983 period
is about $3 billion in yen lending and about $8 billion in
foreign currency lending. Removing the ceiling on yen loans
would facilitate foreign, e.g. U.S., borrowers' access to yen
financing and generally facilitate the internationalization
of the yen. (At present there is little foreign interest in
borrowing yen in light of the expectation that the yen will
strengthen, though this could change with a stronger yen.)

Remove limits on foreign banks' "swap"™ positions, unless needed
d P

for prudential purposes.

BACKGROUND: BOJ sets limits on each bank's ability to "swap

in" funds by selling dollars for yen in the spot foreign
exchange market and making an offsetting purchase in the

forward market. Thus, ability to "swap in" funds provides
another, possibly lower cost, funding alternative for foreign
banks, enabling them to compete more effectively in making

yen loans. Increases in "swap" limits recently granted on the
basis of past utilization. Removal would contribute modestly

to promoting market determination of interest rates by increasing
links with foreign capital markets. Would also increase foreign
banks' yen lending activities.

Relax collateral and other requirements that may appear to
discriminate against foreign borrowers.

BACKGROUND: Japanese security issues are traditionally on
collateralized basis, which U.S. firms cannot do because of
covenants in existing debt indentures. Present standards for
issuing on an unsecured basis in terms of net worth, assets,
and income so stringent few U.S. firms would qualify. As a
practical matter, exceptions have been made to enable U.S.
corporations to issue in Japan -- which has in turn led to
pressure for easing the standards for Japanese issuers as well
-- but the standards are still officially in effect.

Establish an independent stock/bond rating system for Japanese

securities.

BACKGROUND: Would facilitate issuance of securities on a
non-collateralized basis and familiarize Japanese investors
with concept of ratings rather than collateral, making them
more receptive to U.S. securities.

Permit all Japanese residents to maintain yen and foreign

currency accounts with overseas banks and securities firms.
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BACKGROUND: Except for roughly fifty major financial
institutions, Japanese residents are prohibited from doing so.
Would be an extremely important step in removing capital
controls by removing a key control mechanism. Would also
facilitate capital flows and permit foreign firms without
branches in Japan to compete for business currently going to
Japanese firms.

Make public statement that foreign financial institutions can

become members of relevant trade associations in which decisions
affecting their business are being made.

BACKGROUND: While decision is up to trade associations, who

do not welcome foreign competitors, public statement by GOJ

could facilitate membership of foreign firms. While foreign

firms can become full members in some cases, in others they are
only allowed to participate informally. For example, American
Express is now allowed (after USG intervention) to participate

in informal group drawing up specifications for credit cards,

but it is not a full member. Important to establish principle

that foreign firms can join; as a practical matter, U.S. banks

are now full members in clearing house and automated data exchange.

Make a public statement indicating that securities denominated
in foreign currencies may be freely issued in the Japanese market.

BACKGROUND: Bonds denominated in foreign currencies have been
issued in the Japanese capital market in the past, although

none has been issued in the past three or four years. Would
strengthen role of market forces by providing another investment
alternative. Would also give foreign borrowers access to
another national capital market on which to raise funds.

Make public statement that Japanese firms are free to use
foreign investment banks when issuing securities overseas.

BACKGROUND: No formal requirement, but issues of Japanese
corporations now invariably led or co-led by Japanese securities
firm. (Until five or six years ago, U.S. investment banks led
all dollar-denominated Eurobond issues of Japanese corporations,
and then all at once every such issues was led by a Japanese
firm.) Informal MOF "advice" to firms to include a Japanese
securities firm in a leading role provides another mechanism
for controlling financial activities of Japanese firms abroad.

Permit foreign certificates of deposit and commercial paper to
be traded in Japan.

BACKGROUND: Decision to allow this announced over a year ago.
Implementation still awaited. Another step towards liberalizing
Japan's capital markets (by providing another investment alter-
native) and facilitating international capital movements.

CONFIDENTIAL

Approved For Release 2008/12/08 : CIA-RDP85-01156R000200230007-4



Approved For Release 2008/12/08 : CIA-RDP85-01156R000200230007-4

CONFIDENTIAL
-8-

10. Eliminate queuing system for foreign firms and governments
wishing to borrow in Japan.

BACKGROUND: Size of individual public issues limited to $45
to $90 million, and securities industry "consults" with MOF
to avoid market "congestion."™ Relatively unimportant now,
due to low level of foreign interest in yen borrowing, but
could become crucial when such interest reappears.

11. Inform GOJ that U.S.G. would support GOJ's efforts to permit
GOJ to issue debt instruments overseas, both in yen and in
foreign currenciles.

BACKGROUND: Currently under considerabion by the GCJ.

Issuing debt abroad currently prohibited by law. Would enable
GOJ to issue securities abroad in its own right rather than
only through agencies. While actual effect on the yen would
depend on the size of the issues, psychological effect
(strengthening the yen) could be more significant.
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